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Work of the Excess Profits Tax Investigator*
By R. G. Cranch
Investigators under the excess profits tax law require two dis
tinct branches of preparation: first, in the practical interpretation
of the law and its application to difficult cases and, second, in
those principles of accounting which control and govern the cor
rect determination of earnings and invested capital.
The excess profits tax investigator must recognize only one
standard in his work, and that is absolute fairness and justice in
the application of the law, without attempting to favor either the
taxpayer or the government. Where there are two possible solu
tions to a problem in taxation, the solution that most nearly
accords with common sense should be chosen, even though a
purely technical interpretation of the law might yield a greater
revenue to the government. It is equally important that no tax
payer should be permitted to evade just taxation through mere
technicalities, when the spirit and intent of the law have been
violated.
While the legal side of the internal revenue service is intensely
interesting, we must pass on to our subject, which involves the
relation of accounting principles to the work of the excess profits
tax investigator.
The object of the science of accounting might be described,
from the practical point of view, as the accurate determination of
the net worth of various businesses, the fixing of the true amount
of their earnings, and the ways and means by which those earnings
may be legitimately increased by better methods, both in produc
tion and in the elimination of waste.
*An address delivered before the internal revenue agents and inspectors of the
Philadelphia division January 18, 1919.
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From this brief practical definition, it is clear how closely the
work of the accountant is allied to that of the excess profits tax
investigator. In fact the chief difference between the work of
these two classes of men is that the accountants are called upon
to determine the results in the first instance, before even the
owners of the business have decided what would be a fair state
ment of their profits, while the excess profits tax investigator
nearly always finds carefully prepared statements of earnings and
of net worth, his chief function being to verify legitimate items
and to call in question all illegitimate items and conclusions. We
must always remember that destructive criticism is easier than
the doing of constructive work and be a little careful how we tear
down what others have built up, until we have something better
to put in its place.
One will frequently find statements of earnings and net worth,
some of them prepared by public accountants, which leave much
to be desired in the way of clearness and accuracy, but before
rejecting them as unfair, one should find out if the practical cir
cumstances would permit an internal revenue agent to make better
statements. If not, then the best practical adjustment will have
to be made, guided almost exclusively by common sense and a
desire to be fair to all parties concerned.
There are a few concrete suggestions in regard to investiga
tions, which I would like to submit, from my past experience as
a public accountant, for consideration and discussion.
First, I would emphasize the importance, wherever possible,
of actually seeing the physical property which goes to make up
the invested capital of the company being investigated. In this
way one will soon secure a working knowledge of about how
much machinery, building construction, mine tunnels or other
assets should be represented by an expenditure of $10,000.00,
$100,000.00 or $1,000,000.00, in the industries which are common
in the district. Of course, you will constantly be meeting excep
tional cases, but the broader your experience grows, the easier
it will be to handle the unusual problems.
If you have carefully examined a detailed asset and liability
statement and profit and loss account, covering the business you
are investigating, and then thoroughly inspect the operations of
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the plant, you will be surprised how readily and quickly you can
put yourself in a position judiciously to question the taxpayer
regarding the results of his business.
This introduces a second suggestion, which is that you study
briefly, but most carefully, the character of the men with whom
you are dealing. The men you will meet can be roughly divided
into three classes:
a. Those whose actions are plainly guided by principles of
right and justice.
b. Those who believe “honesty is the best policy,” but don’t
hesitate to put a selfish and narrow construction on that
policy, and
c. Those who deliberately plan to defraud the government of
taxes due and would defraud anyone else, provided the
opportunity presented itself and they were not afraid
of being found out.
The surest way to draw a man out, without giving offense,
is to take a genuine interest in the growth and development of his
business. This is not hard, for if a man loves his work as an
accountant or as an excess profits tax investigator, he will have a
keen interest in the success of his work, which after all is bound
up with and dependent upon the success of the business man
and taxpayer.
If a man feels that you take a personal interest in his business,
he will take pains to see that you have a correct understanding of
it. Every time you reach such a correct understanding of a man’s
business, your future work is made easier.
In the handling of the human element in making tax investi
gations, it is of the utmost importance to prove to the taxpayer
the intention and desire of congress and the bureau of internal
revenue to treat the public fairly. Often a taxpayer will be nurs
ing a grievance, which can be entirely removed by a straightfor
ward explanation. I have in mind a man in New York who
believed it was grossly unfair for the government not to allow the
deduction of income taxes as an expense of the business.
After explaining how impracticable it would be for the gov
ernment to make such an allowance, due to the resultant shrink
age of revenue in following years, and after explaining further
that the government, under the stress of war and our struggle
for national existence, had a right to consider itself a partner
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in every man’s business, this particular taxpayer was well satisfied
to regard his payments to the government as a division of the
profit, rather than as a business expense. This simple explanation
cleared his mind of a feeling of grievance, and in spite of the
assessment of considerable extra tax, I firmly believe that he had
a more friendly feeling toward the government after the verifica
tion of his income tax return than before.
Probably the most difficult and unpleasant type of excess
profits tax investigation is that covering cases of intentional fraud.
In these cases there are hardly any limits to which the internal
revenue agent is not obliged to go in order to right the wrong,
and the procedure of examination will have to be as thorough
and comprehensive as that adopted by the most skillful of the
public accountants who are engaged to uncover defalcations and
other business dishonesty. It would take many hours to discuss
the matter of fraudulent returns; therefore we proceed to the
consideration of more normal cases.
The great bulk of our tax recoveries is not made from the
deliberately dishonest class, but is rather the result of returns
made without full knowledge of how the tax laws apply. Also
there are heavy recoveries to be made from companies whose
business methods have been so conservative that they have never
allowed their full earnings to appear in their profit and loss account
or balance-sheet. In such cases a knowledge of accounting will
be found very helpful.
This brings us to a third suggestion, relative to the best
methods for making detailed verification of the items appearing
on the balance-sheet. In this work probably the greatest diffi
culties encountered will be to ascertain that the original or March
1, 1913, values on the balance-sheet represent bona fide cash
values, and what items appear at figures above or below actual
cash values.
One great stumbling block which will be frequently found is
the excessive valuation placed upon certain assets in order to
meet the legal requirements covering the issuance of stock fullpaid and non-assessable. Many taxpayers try to avoid a search
into such legally established values for fear that the result will
have some effect in undermining the legality of the stock issue.
To this objection I have always answered that adequate legal
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consideration and fair cash value for taxation purposes do not
need to be the same—in fact frequently cannot be the same under
the regulations prescribed by the internal revenue service.
The internal revenue agent cannot be expected to have the
same knowledge as to plant values that is possessed by the pro
fessional appraiser, but his daily experience will soon enable him
to detect rank overvaluation of assets, and where this condition
exists he is forced to seek some remedy. Usually the best way is
to make such an investigation of the original costs and subse
quent additions as will reveal the source of the padded valuation.
It will sometimes be found that plant values have been improperly
built up through capitalizing renewals and sometimes even
supplies. In other cases one will find a mixed total of tangible
and intangible property given for capital stock, making it diffi
cult to secure a separate valuation of the physical property. Some
times one will find new appraisements ingeniously worked into
the book values in such a way as to conceal the true costs.
Insurable values are frequently obtainable, and often make a
very good basis for criticism of the plant values shown in the
books. I have in mind one case where a common sense knowledge
of machinery values satisfied me that the figures submitted were
seriously inflated. The first attempt was to establish the over
valuation through a comparison with costs, but this was not satis
factory, because much of the plant was about forty years old.
It was very apparent, however, that many items of maintenance
had been capitalized.
As costs were not available in any serviceable form, we turned
to insurable values, found that the plant had been carefully ap
praised by mutual fire insurance underwriters, and that the insur
able value was much below the capital value claimed. We then
based the invested capital figures on the appraisement of the fire
underwriters, which was the maximum figure we felt that the tax
payer could justify.
Closely connected with the question of plant values and
appraisements is the question of depreciation. Thanks to the
invested capital clauses of the excess profits tax law, this question
is a little easier to deal with than formerly.
If a man wants to take an excessive depreciation into the
income account, the solution lies in insisting that the same high
depreciation must be used in arriving at his invested capital. In
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this way you can set the taxpayer’s desire for a high depreciation
to be charged against earnings in his income account against his
desire for a high invested capital, thereby arriving at a happy
medium.
Reserves for bad debts and some other reserves, while they
may be justified from the accounting point of view, must be cut
out in considering tax returns, as they do not represent expenses
or losses which are completed transactions.
Depreciation of inventories is a frequent source of tax evasion.
Of course the new rule permitting inventories to be taken at cost
or market prices, whichever are lower, constitutes a very liberal
provision, and care must be taken that the taxpayer does not
abuse his privileges to evade legitimate taxation. Some tax
payers believe they have the right to inventory on the basis of
cost or market prices, whichever are higher. It is easy to see that
if this were permitted great efforts would be made to swing a
part of the 1918 profits over into 1919 by this method, in order
to secure the benefit of the presumably lower rates of 1919.
Many times evasion will be practised by completely eliminat
ing large items from inventories on the plea that they are worth
less. Of course, if this action is not based on the facts, it will
soon prove a boomerang, because when the merchandise is used,
it cannot be included a second time as a cost of goods manufac
tured. If the tax rate has decreased since the time of the improper
writing down of the inventory, the taxpayer is ahead, but if it has
increased since that time, the taxpayer is going to pay more tax
than his actual earnings demand. A taxpayer with fraudulent
intent, when faced with this condition, is not unlikely to change
the figures of his previous inventory. This must be watched very
closely by comparison with the returns of the previous year.
Great care must be taken to see that the liabilities are accu
rately stated, and that no loans to the company are camouflaged
as part of the invested capital.
There are many suggestions to be considered in the verifica
tion of the income account. In a company which keeps good and
accurate accounts it is often the best practice to examine the
income account first, but in all cases of rough or approximate
records I like to consider the invested capital first, on account of
the insight it gives into physical values and operating processes.
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It is very good practice in verifying the income or profit and
loss account, to turn first to the surplus account (or capital account
if you are investigating a partnership); determine the net worth
of the business at the beginning of the period and at the end of
the period; and then to the increase in net worth add all dividends
or drawings paid out during the year. This will give you the
figure with which the profit and loss account must be brought
into agreement. Of course a close inspection must be made of all
special surplus or adjustment accounts to determine that part of
the earnings has not been diverted from the usual channels in
order to make the income appear smaller than it really is. The
plea is frequently made that certain earnings are the result of
previous years’ operations, and that they should not enter into
the current profit and loss account. In such cases you will some
times find income transferred directly to surplus account, which
must be brought back into the income for the current period,
unless amended returns are filed for the previous period.
Revenue agents should fully realize the value and importance
of the basic principle of double-entry bookkeeping, that the net
income revealed by the profit and loss account must reflect itself
in the asset and liability statement by an increase in the net worth
of exactly the same amount, if no dividends have been paid. If
dividends have been paid the increase in net assets, plus the divi
dends, will exactly equal the income reported for the year.
A great step forward was taken by the department when it
first required the taxpayer to report his gross sales, cost of sales
and gross income as adjusted by inventories, from which are then
deducted the allowable expenses. Formerly the confusion as to
how gross income should be calculated made a great deal of
trouble for examining officers, while now it is relatively easy, for
nearly all companies have a satisfactory record of gross sales.
Wherever there is the least doubt as to the honesty of the tax
payer, every effort should be made to see that his gross sales
fairly represent the total production of his factory, as adjusted
by inventories. Very useful partial proofs of the accuracy of
the gross sales can be secured in indirect ways, according to the
nature of the business. If the finished product is nearly all com
posed of metal, or if the metal used is represented by a uniform
percentage of the total weight of shipments, a rough proof can
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be obtained by comparing the weight of metal consumed with the
sales reported, with an allowance of course for wastage and in
ventory changes.
Frequently the rough production records of a factory will
show the number of machines produced, which should be ac
counted for either in sales or as an increase in inventory. The
advantage of going back to the factory records is that they are
less likely to have been dishonestly tampered with in order to
defeat the purposes of an honest examination.
In the case of yarn spinners, the yarn produced should bear
a definite relation to the wool purchases. In other businesses
there are other ways of proving the honesty of the gross sales
reported, and this is one of the most vital points in those cases
where fraud is suspected.
In the case of a coal mine, the railroad weights of shipments
can be used as an almost perfect proof of how many tons should
appear in the sales accounts. In cases of suspected fraud such
information could be obtained direct from the railroad after se
curing proper authority.
There is considerable difference of opinion as to what should
be allowed under cost of sales. I believe that this should be con
fined to direct labor and direct material. In many cases this item
should receive peculiarly careful verification in order to deter
mine that it does not include payments at higher than market
prices to affiliated companies or to other favored parties. In
extreme cases of this kind, the revenue agent should secure author
ity for the making of a consolidated return, as frequently the
interrelated companies do not own as much as 95% of each other’s
stock, and therefore do not come under the ordinary application
of the rules covering consolidated returns.
Of course the general expenses must receive careful considera
tion. Here you will find donations to be disallowed, excessive
and illegitimate traveling expenses, private automobiles charged
to company expenses, capital expenditures made to look like
expenses, and the thousand and one other items constantly ap
pearing on the border lines between legitimate expenses and impo
sitions on the government.
The deductions for losses should be subject to very close
scrutiny. The chief difficulty is definitely to justify them as losses
of the period under review, although of course you will occasion-
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ally find losses claimed which are nothing short of ridiculous,
such as the cutting in half of normal expenditures on the plea
that values are temporarily inflated.
Depreciation we have already considered under invested capi
tal, but there is one additional point to be mentioned. The stan
dard forms call for an allowance for depreciation, from which
shall first be deducted the cost of repairs and maintenance, the
balance only to be charged to profit and loss. A recent court
decision points out that repairs and maintenance are no part of
the allowance made for depreciation, but that depreciation repre
sents the loss, which is gradually reducing the value of the prop
erty to the point where it must be discarded as worthless, and is
over and above all maintenance and repair charges. This is
common sense accounting, and will no doubt be recognized by
the department, though of course under this interpretation the
rates would be lower than where depreciation is expected to cover
maintenance and repair charges, as well as the gradual extin
guishment of the effective life of the machine.
In closing, I will summarize briefly a few of the important
points:

1. See the physical property you are dealing with to obtain
an understanding of its real value.

2. Know the man you are investigating and fit the thorough
ness of your examination to his probable character.
3. In verifying the assets shown on the balance-sheet keep
constantly in mind the influences which would cause the taxpayer
to use book values which are different from the cash values, such
as the legal necessity for issuing capital stock full-paid and non
assessable.

4. In verifying the liabilities take special care to see that all
liabilities are bona fide, and do not allow the inclusion of credit
balances in favor of interested parties, made to cover up and sup
port improper charges to expenses.
5. In verifying capital accounts and surplus, see that no loans
from deceased partners or others are allowed to appear as capital,
and that reserve accounts included as capital have not also been
written off to the expenses.
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6. In verifying income satisfy yourself that the gross sales
are correct, and that all income items are proved in aggregate
by the results shown in the balance-sheet.
Last, but not least, remember that fairness to the honest tax
payer demands that the revenue agent pursue his work diligently,
and in such a way as to lose the minimum of tax income justly
due to the government.
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